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Opinion 

Company Profile 

With market value of about $1.8 billion, Nicor Inc. (Nicor. the parent, Baa2 preferred) is a holding company whose 
primary subsidiaries are Northern Illinois Gas Company (Nicor Gas, the utility, A1 senior secured), Illinois's largest 
gas utility and Tropical Shipping (not rated), a containerized shipping company serving the Caribbean region. 
About two-thirds of Nicol's segment operating income (before corporate items) is generated by the utility. about a 
quarter of it by Tropical Shipping. The remaining less than 10% comes from its other energy-related businesses 
that are ancillary to its core utility business. 

The parent's ratings are notched off those of Nicor Gas, the subsidiary that dominates Nicofs credit quality. Nicor 
Gas's senior unsecured issuer rating is A2. and Nicor Inc.'s Baa2 preferred rating and the recent downgrade of its 
commercial paper rating to Prime-2 imply an A3 senior unsecured rating at the parent level. 

The one-notch implied differential between Nicor Gas and its parent reflects structural subordination of parent-level 
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Nicor Znc 
obligations, the higher risk of the parentk minor non-utility holdings. and limited ringfencing to insulate the utilitv's 
credit (please refer to Moody's Liquidity Risk Assessment on Niwr). The majority of the debt is at the utility. 
Parent-level obligations consist of its $300 million commercial paper program (of which none is outstanding 
currently), its guarantee of Tropical Shipping's $23 million bank loan, and $600,000 of preferred stock. 

Rating Rationale 

in 7/06. Moody's downgraded the Nicor's preferred stock rating to Baa2 from Baal and Nicor Gas, the utility, 
senior secured rating to A1 from Aa3. The parent's commercial paper rating was downgraded to Prime-2 from 
Prime-1. The utility's Prime-1 rating was not under review. The downgrades follow a rating review precipitated by 
the utility's less-than-favorable 3/06 rate order and the conclusion that the rate relief it provided would be 
insufficient to turn around Nicor's eroding credit metrics. 

Moody's assigned a stable outlook, however, with the understanding that the rate relief should be adequate to 
arrest further erosion in Nicor Gas's profitability. While no longer among the highest-rated local gas distribution 
companies (LDC). it now falls more in line with the median tier of the LDC peer group (A3 median rating) in terms 
of its financial metrics and regulatory environment. Its still solidly investment-grade rating reflects the low business 
risk and high level of predictability derived from its rate-regulated earnings. 

Nicor Gas's slightly higher-than-median A2 issuer rating is supported by its above-average business position as 
one of the largest LDCs in the U.S. (over 2 million customers), strategic location at the crossroads of eight maior 
pipelines, and ownership of a significant underground gas storage system. 

RegulationiQuality of Rate Design 

The Illinois Commerce Commission (ICC) issued a final order in 3/06 with respect to Nicor Gas's latest rate case. 
Moody's views the order to have at best a neutral credit impact, with potential for some downside from increased 
exposure to gas prices. Although the rate increase is insufficient to restore the company's formerly strong credit 
metrics, it should be enough to stabilize them 

Rate Increase. Nicor Gas was granted a $30 million net revenue increase, roughly a third of the roughly $80 million 
it had requested. Moody's estimates that Nicor Gas would have needed an increase of over $100 million to return 
to 2002 level credit metrics at 2005 level costs. 

The new rates make Nicor Gas's earnings more sensitive to the price of natural gas, because certain costs (e.g.. 
1.4 bcflyear of storage gas losses) that used to be passed through in the Purchased Gas Adjustment (PGA) were 
shifted into base rates. If gas prices exceed the $7.50/md (vs. $5-$6/mcf market prices recently) assumed in its 
rates, those costs will be higher, reducing earnings. 

Bad Debt Expense. The most significant of N iwr  Gas's gas price-sensitive costs is bad debt expense. Bad debt 
expense has gone up with gas prices and drove 40% of the increase in operating costs between 2002 and 2005. 
Moody's estimates bad debt expense increased by 10% for every $ l / m d  rise in gas prices between 2003 and 
2005. During this period. gas prices rose from about $6 to roughly $9, and bad debt expense rose from $30 to $43 
million. 

The new rate order raised the amount of bad debt expense incorporated into base rates from about $8 million to 
$35 million, which Nicor had requested but which is lower than 2005 actual levels. If gas prices are sustained 
above $7.50/mcf assumed in the base rates, the company's bad debt expense may exceed the amounts allowed 
for in its rates, lowering its earnings. The iCC rejected N i c o h  proposal for a bad debt expense tracker as part of 
costs recovered through the PGA. The lower receptivity than in some other jurisdictions to new solutions to such 
common LDC problems causes us to view the Illinois regulatory environment as not credit-positive. 

Weather Sensitivity. Niwr  Gas's operating income has been negatively impacted (in the $1-7 million dollar range in 
the last four years) from weather that has been persistently wanner than normal. The rate order addressed this risk 
by shifting more of the revenue increase into fixed customer charges, less into volumetric fees, thereby reducing 
revenue sensitivity to volume declines related to weather. in recognition of warming trends, the order reduced the 
number of heating degree days in rates from 6000 to 5830. Moody's notes, however, that three of the last four 
years would still have been warmer than normal under the new rates, albeit less so than before. 

The ICC has not granted weather normalization clauses for utilities in its jurisdiction. Nicor offsets a portion of the 
utility's weather-related margin loss through a fixed bill plan offered by N iwr  Solutions, a non-utility affiliate. The 
plan levelizes a customer's bas bill over equal monthly payments, levelizing Nicor's receipts as well. 

Volume Erosion. The new rates do not directly address the industry-wide problem of margin erosion from energy 
efficiencies and consumer conservation. Although gas deliveries have been falling, the new rates assume a slightly 
higher level of volumes than before. Therefore, Nicor Gas could have a revenue deficiency on the volumetric 
charges assumed in its rates. Between 2002 and 2005, volumes delivered fell steadily by 15%, a portion of which 
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was related to these non-weather factors and which was not offset by a modest rate of annual customer growth (in 
the 1% range, in line with the industry average). 

Financial Flexibility 

Profitability is the key financial issue for Nicor. Other than the roughly $30 million step-up from the rate increase. 
top-line margins (revenue minus pass-through gas costs and taxes) are likely to remain flat due to the volume 
declines and nominal organic growth. The most concerning variable are higher gas prices, which could take a 
significant toll on net income. 

Pro forma for the rate increase, Nicor Gas's credit melrics all in all are around industry medians. The ratings 
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ass-me EB Tlinterest n me 2-3 I mes range. .n I ne with nd-stry meu ans b-t doun irom the 4 times ine iompany 
recorded in 2002 We cxpect rctainea casn flow deot to range in the mio-teens. in I ne with recent resu Is (15% fur 
3 06). but oelow 20% reponed in 2002. 

h l i x ;  s n c t ~  that h cor Gas nas a DeceniSer fisca jear-cna i*.hen scnsona. borronings are at 1nc.r pc?!' ASo-1 
half of I s  closest peers (s'nglc-A ratca LDCs, sJch as Peoplos Gas Light ana Wasnington Gas Lignt) hare 
Septemoer year-enas. Nicor Gas's oobl motr cs art! genera l y  serera percentage points uetter at ena of 
Sel)lemoer. Leverage is no1 a concern. uitn dcol capital in tne 40J0 range 

Nicor Gas has mucn more gas storage capac 1). than is peers, and this nas imp ical.ons fsr assessing .Is 
capitalzation an0 iq-.d ty.  The injection-w.lndrawal c)c e caos 10 a more pronomcea seasonal l.Jctuation in their 
cam flows ano shon-term OCDI. (Pease refer to Moody s L qu dily Risk Assessment on Nicor.) 

Lnl he most of its closest peers h j w r  Gas accomts for 1s gas n storage on a LIFO bass. Aajusling IS inventor) 
to a F FO oasis in accordance w in Moody's Stanuard Ad.uslments resuits in a s gn f.cant rcvaluat'on of its assets 
and equ ty. which lowers its au,ustod r e t m  and lederago ratios. Nicor Gas's - IF0 revalJation reserve uas $778 
m I 'on in f scal2005, reflecting particular y nign gas pnces at December 2005 ana Ihe old dintage of its L FO 
a,ers. 

Tropical Shipping 

Trop cal s a mature DUS ness n.th monest grouin potent al, aiio in Maooy's opin'on. Nicor is manag ng it for free 
casn flow ratner tnan re n v e ~ t n i ~ t i l  Accuroing to Moodb's rating rnelnodulug) for tne sti pping nd-sty (Ba3 
meoian inoustry rating). Tropica WOJ d I kei) oe non- n6estment graoe on a standa one basis. Trop'caI senes a 
n che market for conbinerizcd snipp,ng n the Caribuean and Flor da. Is cred t profle is I mited by its very small 
scope (on the o u  end of our mapping gr.0) b-1 11 benefits from a so id financial post on and conservative financ al 
management b) Nicor. Tropica nas generated p o s w e  free casn flow cons'slently over the past decade, except in 
2001 in the downt-rn follow ng 9 ~ 1  1. he,erIncless. the company is sro,c~t to the economic conoitions in tne 
narr0.w reg on i t  serves, ana the s-pply ana aemand cbcles nherent n trie shipp'ng inoLslry mat coJd chango its 
compct.tive landscape. 

Contingences 

f.lood{ s acknowledges Nicor s progress in resoIr ng long-stanoing continyent I ao libes so tnat they are no longer 
the primary rating concern. These contingencies relate to long-stanoing regu atoly and godernment inquires and 
laws-its arising from al egea inpropr.etles in the -1 lity's aiscont nueo pctiormance-basea rates program. Earlier 
th s month. the company reached a tental ve set1 ement w In the staff of the Enforcement Division of tne Securities 
ana Exchange Commission on 11s investigation into the matter lor $10 mi lion. The most sign'fcant remaining 
contingency 's  the ICCs 'nvestigat on into tne matter in uhicn var,o-s parties have sought refunds to customers n 
a range from $108 to $190 mi .ion. 

Rating Outlook 

The staole o-tlook reflects Moooy's assessment tnat the rate oroer wi I be adeq-ale to arrest the ong decl ne n 
Nicor Gas's profitabi ity. Tne staole 0-1 wk is based on h cor implementing its fnanc al plan witnin the ul.lity's new 
rate order so that no funner rate re.ief is needed. Tne company s sd.cess woJd entail lowering general operating 
expenses and contain ng bad debt expense to levels b u  I into IS new rates. The stable outlook assumes that no 
contingency materalizes that f-mer weakens Nicor's creait profile. Tne rating assumes hicor Gas's EBITlinterest 
in the 2-3 1 mes range. year-en0 RCFlaeot ' n  the low-to-mid teens 

Wnat Could Change the Rating. Up 

Lnl Kel) ' n  the foreseeab e future, based on N,cor Gas s new rates and eJposure IO higher gas prices An upgraoe 
vvou d be considereo f h cor Gas restores its EB T mterest 10 me 4 t h e s  range RCFldcbl to Ihe h gh teens. 
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Nicor Inc. 
What Could Change the Rating -Down 

Failure to stabilize the erosion in its credit metrics from cost control. A downgrade would be considered if 
EBIT/interest is sustained below 2 times, RCF/debt below 13%. 

0 Copyright 2006, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, inc. 
(together, "MOODY'S"). All rights reserved. 
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FORM OR MANNER OR BY~ANV MEANS WHATSOEVER. CYANY PERSON WITHOUT MOODY'S k I O R  WRInEN CONSENT. Ail 
information contained herein is Obtained by MOODYS from sources believed by it to be accurate and rellabie. Because of the 
Possibility of human or mechanical error as well as other factors, however, Such information is provided "as IS' '  without warranty 
Of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeiiness. 
compieteness, merchantability or fitness for any particular purpose of any such information. Under no Circumstances shail 
MOODYS have any liability to any person or entity for (a )  any 105s or damage in whole or in part caused by, resulting from, or 
d a t i n g  to, any error (negligent or  otherwise) or Other Circumstance or contingency within or Outside the control of MOODY'S or 
any of its directors, officers, employees or agents in connectiori ivith the procurement. Collection, Compiiation, analys~s,  
interpretation, communication, pubiication or delivery of any such information, or (b) any direct, indirect, special. consequential, 
compensatory or jncidentai damages whatsoever (lnciuding without ilmitation, lost profits), even if MOODYS 15 advised in 
advance of the pOSSibility of such damages, resulting from the use of or inability to use, any Such Information. The credit ratinys 
and financial iepolting analysis Obsewationi, if any, constitutinq part of the information contained herein are, and must be 

- .  
make its own study and evaiuation of each secirity and Of each issuer and guarantor of, and each provider of credit iupport for, 
each secunty that it may consider purchasing, hoiding or selling. 

MOODYS hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and 

of MCO and rated entities, aGd betweene;itities who hold ratings from MI?. and have ais0 pubiidy r e p k e d  to the SEC an 
ownership interest in MCO of more than Soh, is posted annually on Moody's website at  ivwvr.moGdys.com under the heading 
"Shareholder Relations ~ Corporate Governance ~ Director and Shareholder Affiliation Policy." 

This credit rating opinion has been prepared w t h m t t a k i n y  into account any of your objectives, financial Situation or needs. You 
shouid, before acting on the opinion, consider the appropi~iateness of the opinion having regard to your own objectives, financial 
situation and needs. 
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RESEARCH 

Summary: 

Nicor Inc. 
Publication date: 05-Oct-2006 
Primarv Credit Analvst: Barbara A Eisernan. New York (1) 212-438-7666: 

barbara-eiseman@standardandpoors.com 

Credit Rating: AA/Negative/A-I+ 

Rationale 
The ratings on NapeNille. Ill.-based Nicor Inc. reflect the consolidated credit profile of its principal 
subsidiary, natural gas utility Nicor Gas Co. (roughly 70% of operating income), its containerized shipping 
unit, Tropical Shipping (24%), and smaller unregulated ventures that are energy related (6%). 

Nicor's creditworthiness results from a strong business profile of '3' (business profiles are categorized from 
'1' (excellent) to 'lo' (vulnerable)) and a declining financial condition that will benefit from full realization of 
a net $30.2 million rate increase, which was granted in the fall of 2005. 

Nicor's business position is characterized by a large stable residential and commercial customer base that 
has demonstrated sustainable growth, low costs and rates, a diverse supply portfolio that includes 
substantial gas storage, historically responsive Illinois ratemaking principles, solid operations, and 
favorable competitive standing. These strengths are tempered somewhat by Nicor's investment in higher- 
risk unregulated operations and regulatory uncertainties. Given the currently highly politicized regulatory 
climate in Illinois and high commodity prices, Nicor's exposure to various proceedings may be elevated. In 
addition, gas supply costs are open to the risk of hindsight prudence reviews by regulators, with 1999- 
2005 open for review. 

The company recently reached a tentative settlement with the staff of the SEC's Enforcement Division for a 
manageable fine of $10 million of an anticipated civil action relating to an investigation of accounting for 
natural gas costs pursuant to its Performance-Based Rate (PBR) plan during 2000 through 2002. A 
penalty of this magnitude will not noticeably harm consolidated creditworthiness. Of greater concern is the 
Illinois Commerce Commission's review of the PER. Various intervening parties have tiled testimony, 
alleging adjustments ranging from $108 million to $190 million. A potentially severe financial penalty may 
push already-eroding financial metrics out of an acceptable range for the mid-'AA' rating category. 

Nicor's financial profile continued to slip in 2005 and into second-quarter 2006, with adjusted funds from 
operations (FFO) interest coverage and FFO to total debt hovering around 3 . 5 ~  and less than 20%, 
respectively, from robust levels of about 7x and 26% in 2004, and much stronger levels in previous years. 
The 2005 decline in FFO can be traced primarily to a tax refund of about $100 million related to the 2003 
tax return and higher operations and maintenance and bad debt expense. Due to revised regulations, the 
company reclassified from deferred to current income tax expense $67 million, reflecting the amount 
repaid in 2005. Nicor expects the remaining amount to be repaid in 2006. Rate relief coupled with effective 
cost-containment efforts should help to lift financial measures. 

Total consolidated debt to capital stood at a relatively high 60% as of Dec. 31. 2005. However, the bulk of 
Nicor's debt is seasonal and is paid down as the winter heating season ends and revenues outpace 
expenses. In this regard, total debt to capital as of June 30, 2006 was a more conservative 43%. 
Therefore, when year-end balances are adjusted for gas inventories, debt leverage is more suitable for the 
rating level. 

: 

Short-term credit factors 

Nicor and Nicor Gas have 'A-I +' short-term corporate credit and commercial paper ratings. Liquidity should 
remain adequate, despite the seasonal nature of the gas distribution business. Cash requirements typically 
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increase in the last half of the year due to increases in natural gas purchases, gas in storage. and 
accounts receivable. During the first half of the year, positive cash flow generally results from the Sale Of 
gas in storage and the collection of accounts receivable. This cash is typically used to substantially reduce 
short-term debt, which is incurred to purchase gas in anticipation of the winter heating season, to near 
zero during the first half of the year. 

Given the low-risk nature of Nicor Gas' regulated utility operations and healthy service territory, the 
company should generate reasonably stable cash flow. Standard & Poor's expects that consolidated funds 
flow from operations may fall somewhat short of funding dividends and projected capital expenditures of 
$198 million in 2006. 

As of June 30, 2006, Nicor had $209.8 million of cash and cash equivalents and $16.8 million of liquid 
short-term investments. 

Nicor currently maintains a five-year revolving credit agreement totaling $600 million that expires in 
September 2010. Standard & Poor's expects that the company will enter into a new seasonal revolver later 
this year to replace its recently expired $400 million, 210-day revolver. The additional liquidity is needed to 
accommodate Nicor Gas' short-term borrowing requirements associated with the need to procure natural 
gas, particularly to fill storage fields. 

The bank facility serves as backup for the issuance of commercial paper and accommodates short-term 
borrowing needs primarily associated with purchasing natural gas and supporting storage inventory for 
delivery to its customers during the winter. The company had no commercial paper outstanding at the end 
of the second quarter. To comply with the covenants in the credit agreement, total debt to capitalization 
cannot exceed 70%. As of June 30, 2006, the company was comfortably in compliance with its debt 
covenants. The bank agreement does not contain a material adverse change clause or rating trigger. 
However, downgrades below investment grade could result in the Nicor companies having to post 
collateral. Standard & Poor's does not consider this a serious concern, given the 'AA' corporate credit 
ratings on Nicor and Nicor Gas. 

Nicor has no long-term debt and Nicor Gas has a very manageable debt maturity schedule, with only $50 
million due in December 2006. Nicor Gas has $75 million of capacity under a Rule 415 shelf registration 
covering senior secured debt transactions. 

As permitted by the American Jobs Creation Act of 2004, in December 2005, Nicor repatriated $132 million 
of previously undistributed earnings. The repatriation was funded by cash available from foreign 
subsidiaries and proceeds received by Tropical in connection with the late-ZOO5 issuance of a $40 million, 
two-year unsecured term loan 

Outlook 
The negative outlook on Nicor reflects uncertainties regarding regulatory issues and erosion of its 
historically robust consolidated financial condition. A harsh financial penalty may push already-stressed 
bondholder protection parameters out of levels suitable for mid-'AA' ratings. Resolution of outstanding 
challenges that results in manageable penalties would likely lead to ratings stability. 

Anal]! c sew ces prov aeo b) Standard 8 Poor s Ratings Services (Ralings Sew ces) are the rcsLIt of separate anivmes 
des.gned 10 prescr,e !ne lndepcnocnce and ob,ecuviry of rat ngs 0p.n ons The creo I ratings and Oosewal OnS conta (le0 herein 
are so1e.y slatemenls 01 op nion an0 not slalemenls of facl or recommendal ons to purchase, no 0. cr sc I an) SeCrrltieS or mane 
any Olhcr inveslmenl 0tctS;onS Am10 ng j ,  an, Lser of !ne dormation contained nere.n snod d not rel) on any Crc0,I rat'ng or 
olner opin'on conla.neo here n in mak ng an) .nvestrnent aecision. Ratings are based on information rece ueo by Rat ngs 
Services Other oiv s uns of Stanuaro 8 Poor's ma* have information lhal is not ava'able 10 RaLnm Services Slanaard 8 Poor s 
has established policies and procedures to maintain the conftdentiality of non-public information received during the ratings 
process. 

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such 
securities or third parties participating in marketing the securities. While Standard 8 Poor's reserves the right to disseminate the 
rating. it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings 
fees is available at w.standardandpoors.wmlusratingsfees. 
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